IRAN DIVESTMENT BACKGROUND |

The California Public Divest from Iran Act (Act) acted in Assembly Bill 221 (Anderson),
became effective January 1, 2008.

The Act:

» Prohibits the California Public Employees Retirem8pstem (CalPERS) and California
State Teachers Retirement System (CalSTRS) fronestmg public employees
retirement funds in companies that have specifret@y or defense-related operations in
Iran;

* Requires the hiring of a research firm to deternthese companies that have business
operations in Iran;

* Requires the boards to independently review publatailable information regarding
companies with business operation in Iran and ke tpecific actions based on that
review by March 30, 2008;

* Requires liquidation of investments in companiemntdied as meeting specified criteria
within 18 months after they are found to be in aimn;

* Requires the Boards to report to the Legislatureualty on their investments with
companies with specified business operations im Ira

No divestments have yet occurred in the more thanyears since the Act was implemented.

California is one of nineteen states that have quh$sgislation to end or deter pension funds
from investing in companies that do business in.Ir&lany of these states have found a conflict
between their fiduciary responsibility in managmgplic funds and the goal of divestment.

CalPERS and CalSTRS use an approach that involedse adiscussion and informing
companies of the Act, the value of the investmezitlhand how this is viewed as a risk given
current international relations.

In order to monitor companies with various levelsbasiness activity in Iran, CalPERS hired
RiskMetrics Group (RMG) to apprise them of the wwtabf companies in which it has
investments. RMG also follows the business adtiwiand agreements of companies all over the
world to identify likely or emerging investmentsinan.

Initially, CalSTRS retained KLD Research & Analg@jcinc. to monitor business activity in
companies contained in CalSTRS' portfolio. KLD vimsight by RiskMetrics Group (RMG) in
late 2009 and RMG continues with efforts on bebéalioth CalPERS and CalSTRS today.



BACKGROUND - RISKMETRICS GROUP

RiskMetric Group (RMG) is a company specializing iasearch and analysis to bring

transparency to corporate investments. RMG fimuisncial markets are opaque and they have
developed tools and expertise in the past ten yateack business involvement around the
world.

RMG has followed business relationships in and Wah for over ten years and as a result, have
developed software and information systems thatigeo an extensive array of business
relationships involving Iran. This experience alsmvides RMG with the knowledge of
company and country links to initiate informed geted searches.

Services are provided to a wide range of clientsoirporate business and to 9 of the top 10 and
41 of the top 100 public pension funds.

RMG tracks and monitors every publicly traded conmypand has identified 200-250 companies
in Iran. Of those, approximately 60 would be cedeby the California Public Divest from Iran
Act (Act) that is focused on a company that is:

(A) Engaged in business operations with entities indéfense or nuclear sectors
of Iran, or

(B) Invested in or engaged in business operations eritities involved in the
development of petroleum or natural gas resourt&am, and

(©) Subject to sanctions under Public Law 104-172 eagwed and amended in

2001 and 2006.

According to RMG, of the monitoring work they hawmne over the past three years,
involvement of companies in Iran have remainedtiredly steady. There have been changes in
terms of companies leaving and different compan@@sing in but overall, there has been no
noticeable change in overall volume.



CalPERS and the CALIFORNIA PUBLIC DIVEST from IRAN ACT |

CalPERS is the largest public pension plan in thigdd States, responsible for over $200 billion
in global assets, which are invested to provideemtent and health benefits for over 1.6 million
Californians.

The CalPERS Board is responsible for ensuringttieste assets are managed with prudence and
care, in the sole interests of its beneficiariespwely upon these investments to finance three-
quarters of the benefits they receive. CalPERSibliges over $18 billion a year to pensioners
and employees for their health and retirement needs

The CalPERS Board believes that constructive emgagethrough share ownership is the most
powerful tool investors can use to affect changh@e companies whose corporate governance,
social, or environmental practices could lead toeaestruction.

To fulfill the provisions of the California Publidivest from Iran Act (Act), CalPERS engages
companies through certified mail, phone calls, d¢gnaiaxes, and if need be, translating
correspondences and actively pursuing responsesdarsent companies where decisions will be
made.

There is evidence that companies are exiting lrahthat could be attributable to stakeholder
engagement to some degree:

» The 2009 legislative report listed 23 compani@ Wwusiness operations in Iran, a 50%
reduction from the original 47 companies identifeed6/30/08.

* On 1/4/10 Petrobras, Brazil's stateontrolled oil firm, announced its exit from Oildn
Natural Gas Corp’s prolific gas discovery blocHrian.

CalPERS, based on an analysis conducted by Wilsloresulting in January 2010, determined
that CalPERS presently cannot both divest andlifuléi fiduciary responsibility to CalPERS
members.

» The analysis showed divesting from the compasiggect to the Iran Act would have a
deleterious impact on investment performance.

 The Projectedransaction cost$o divest range from $5.83 million to $23.32 naitii

* Projected annual impact of Iran Divestment/Excdnsssuming optimized
reinvestment ranges from + $127 million (1 in 55+ $194 million (1 in 20 Yrs).

The Act requires that CalPERS identify companieth wertain business operations in Iran, as
defined in the Act, or which provide revenue to gfowernment of Iran. Then full notification is
provided to each company concerned, setting ouptbeisions of the Iran Act, and seeking a
substantial response that can be properly assessed.

To ensure high-level engagement, letters were emdito the most senior board member of
each company, for example, the Chairman, CEO aidet. The critical provisions are those
in the Iran Act that relate to exemption througlydmiting the government, curtailing business,



and selling company assets, equipment and prop€ddPERS has also carefully considered
petitions for exclusion on grounds of humanitaatvity and
ensured that the intention of the Act has beenlyiapplied.

Following the research and assessment set out abmwestatute then provides that CalPERS
divest its shares in those companies that havpmoetded evidence of exemption from the Act’s
provision, within 90 days of being notified. ThetAspecifies that this does not “require the
board to take action as described...unless the letetmines, in good faith, that the action...is
consistent with the fiduciary responsibilities betboard as described in Section 17 of Article
XVI of the California Constitution (section 7.K 78X California Public Divest From Iran Act).”

As of December 2009, CalPERS held portfolio posg&ion 24 companies that are actively
engaged in Iran. Within this group, 4 were newdgntified with engagement about to begin (the
process of contacting and attempting to influermmmanies to divest). As required by the Act,
these investments are reviewed to determine bisawity in Iran.

CalPERS has tracked significant progress in compttydrawal and reduction of activity in
Iran. Companies continue to withdraw—whether iact®n to public disfavor or uncertainty
over investments. Others decide not to pursuenplrnnvestment, even when this allows
competitors to step in—possibly for the same resscompanies withdraw or because the
amount of business is not worth the risk of alislatonsumers.



CalSTRSand the CALIFORNIA PUBLIC DIVEST from IRAN ACT

The California State Teachers' Retirement SystealSTRS) was established in 1913 and is the
largest U.S. teachers' retirement fund and thergbtargest public pension fund in the United
States with an investment portfolio of about $138il0on as of March 31, 2010. This is an
increase in value of $4 billion since last repogicBmber 31, 2009.

It serves 833,000 public school administrators,Xtdachers, community college instructors and
their families. The system provides benefits idolg retirement, disability and survivor
benefits to members, retirees, and their survivors.

CalSTRS is governed by a twelve-member Board tleés golicies and makes rules and
administers the system but has no authority taaeetribution rates. The board selects a Chief
Investment Officer to direct the investment of freachers' Retirement Fund in accordance with
board policy but the Board has the final authority.

"One of the Board's core values is to ensure ttemgth of the retirement system by proactively
addressing the risks of investing. This value mates the investment portfolio, where the
Board has adopted the Investment Policy for mitngaEnvironmental, Social, and Geopolitical
Risks (ESG). The policy requires managers to cans21 separate risk factors when investing
for CalSTRS. A copy of the policy is included atashment A." (See next page.)

CalSTRS presentation February 24, 2010

As directed by the California Public Divest fronarAct (Act), CalSTRS identified and created
a list of companies noted as having some leveloobfpossible business ties to Iran such as
operations in oil, nuclear or defense industries.

The Act requires investments in Iran that violate #Act to be sold within 18 months after
identification. The Act also, however, specifiémtt this does not “require the board to take
action as described...unless the board determinegoad faith, that the action...is consistent
with the fiduciary responsibilities of the board described in Section 17 of Article XVI of the

California Constitution (section 7.K 7513.7 Califica Public Divest From Iran Act).”

The initial list contained 23 companies in varimagegories and was presented to the Board in
June 2008. In additon to restricted companiesSTRE reported last year that it had identified
19 additional companies in its portfolio with pddsities to Iran.

CalSTRS engages these companies through confecatise letters and face-to-face meetings
with senior executives whenever possible in anngiteto influence withdrawal from Iran.
CalSTRS does not find it financially prudent togtesell holdings at this time.



CORPORATE GOVERNANCE AND SHAREHOLDER ACTIVISM

The concept of shareholder activism has been addafar over twenty years in relation to
investments.

Shareholder activism has two objectives: to afeegarticular corporate practice and to change
what the public thinks of it. Each year dozensrexolutions dealing with social or political
issues appear on proxy ballots for investor shddeihaneetings. Thus, shareholder activism
goes hand in hand with investment decisions. Tpis of activity has influenced mission-based
investing on issues like military weapons productior the abolition of apartheid in South
Africa.

California has adopted a number of activist causerelation to investing by CalPERS and
CalSTRS with the most recent addition being divestiirom Iran in the California Divest from
Iran Act (Act).

The Act specifies it does not “require the boardake action as described...unless the board
determines, in good faith, that the action...is cstesit with the fiduciary responsibilities of the
board as described in Section 17 of Article XVIthe California Constitution (section 7.K
7513.7 California Public Divest From Iran Act).”

Thus, there is a conflict between social conscieamzkfiduciary responsibility.

Both CalPERS and CalSTRS have attempted to engagpanies identified as having ties to
Iran through business channels and written, veabdlface-to-face communication.

An organization with similar goals and a differaathnique is United Against Nuclear Iran
(UANI), an organization founded by a former U.S. Bassador to the United Nations to
encourage companies to end their business in lmdrt@identify companies that have failed to
disclose to investors the legal and financial passgociated with their business dealings in Iran.
The approach taken by UANI is aggressive and uggsprofile public tactics like a letter to the
company requesting cessation of business activitietran the same day a press release
publicizes that company's involvement in Iran. olme instance, UANI placed a billboard with
the picture and name of the product next to a peotd the President of Iran and the message:

Today's work Tomorrow's nuclear Iran?
Stop...business in Iran

If consumers become aware of a company's busineslk/ement with Iran, the net result is a
more informed consumer. If consumers hold a margbolitical concern to be of greater
importance than pocketbook concerns, they may ehtwweigh-in and attempt to alter
investment policy. Ultimately, the respective Bismwould undoubtedly take such concerns into
their deliberations if a large segment of their rhbemship voiced similar concerns.



